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To  the  Legislative  Audit  Committee 
of  the  Montana  State  Legislature: 

This  is  our  financial-compliance  audit  report  on  the  State  Compensation 
Insurance  Fund,  Department  of  Administration,  for  the  fiscal  year  ended  June  30, 
1993.  We  performed  this  annual  audit  of  the  state  fund  in  compliance  with  section 
39-71-2361,  MCA.  The  report  contains  recommendations  to  improve  claims  man- 
agement and  case  reserving  procedures,  and  compliance  with  state  laws  and 
policies. 

The  written  responses  to  audit  recommendations  are  included  at  the  end  of 
the  audit  report.   We  thank  the  state  fund  president  and  his  staff  for  their  coopera- 
tion and  assistance  throughout  the  audit. 
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Summary  of  Recommendations 


This  listing  below  serves  as  a  means  of  summarizing  the  recommendations  contained  in  the  report, 
the  state  fund's  and  Department  of  Labor  and  Industry's  responses  thereto,  and  a  reference  to  the 
supporting  comments. 


Recommendation  #1 


Recommendation  #2 


We  recommend  the  state  fund  establish 
procedures  to  ensure  supervisors  perform 
regular  reviews  of  work  performed  by 
claims  personnel 


Agency  Response:  Concur.  See  page  B-4. 

We  recommend  the  state  fund  implement 
procedures  to  ensure: 

A.  Benefits  department  personnel 
establish  case  reserves  in  a 
timely  manner  after  receipt  of 
a  claim,  and 

Agency  Response:  Concur.  See  page  B-4. 

B.  Supervisors  review  and  approve 
case  reserves  and  changes  to 
reserves  in  accordance  with 

state  fund  policy 
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Recommendation  #3 


Agency  Response:  Concur.  See  page  B-4. 
We  recommend  the  state  fund: 


A.  Provide  updated  written  policies  and 
procedures  to  all  claims  personnel. 

Agency  Response:   Concur.  See  page  B-5. 

B.  Develop  and  implement  written  policies 
and  procedures  for  claims  personnel  to 
refer  preventable  injuries  to  Loss 
Prevention  Unit. 

Agency  Response:   Concur.  See  page  B-5. 

C.  Provide  documented  performance  evaluations 
to  all  claims  personnel  in  accordance  with 
state  regulations 
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Agency  Response:  Concur.  See  page  B-5. 


Page  Hi 


Summary  of  Recommendations 


Recommendation  #4 


We  recommend  the  state  fund  record  adjustments 
to  the  estimated  claims  liability  on  the  accounting 
records  by  fiscal  year-end  to  ensure  compliance 
with  state  law 


13 


Page  iv 


Agency  Response:   Concur.  See  page  B-5. 


Recommendation  #5 


We  recommend  the  state  fund  work  with  the 
Department  of  Administration  to  determine 
an  appropriate  method  to  allocate  deprecia- 
tion expense  in  the  Old  Fund  in  accordance 
with  state  law 
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Agency  Response:   Concur.  See  page  B-6. 


Recommendation  #6 


We  recommend  the  Department  of  Labor  and 
Industry  provide  the  state  fund  with  accurate 
hospital  rates  in  a  timely  manner  to  allow 
the  state  fund  to  pay  medical  claims  correctly. 
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Department  of  Labor  and  Industry  Response:   Concur.  See  page 
B-7. 


Introduction 


Introduction  The  State  Compensation  Insurance  Fund  (state  fund)  was  estab- 

lished by  the  1989  Legislature  to  administer  the  state  operated 
workers'  compensation  plan.   Under  state  law,  the  Governor 
appoints  five  directors  to  set  policy  for  the  state  fund  and  hire  a 
president  to  manage  state  fund  operations.   The  state  fund  is 
attached  to  the  Department  of  Administration  for  administrative 
purposes  only.   At  June  30,  1993,  the  state  fund  had  221.5  autho- 
rized full-time  equivalents  (FTE).  The  state  fund  consists  of 
five  departments,  administrative  and  finance,  benefits,  legal, 
management  information  services,  and  underwriting. 

We  performed  a  financial-compliance  audit  of  the  state  fund  for 
the  fiscal  year  ended  June  30,  1993,  in  accordance  with  section 
39-71-2361,  MCA.   The  objectives  of  the  audit  were  to: 

1 .  Determine  state  fund  compliance  with  applicable  laws  and 
regulations. 

2.  Make  recommendations  for  improvements  in  the  manage- 
ment and  internal  accounting  controls  of  the  state  fund. 

3.  Determine  if  the  financial  statements  present  fairly  the 
financial  position,  results  of  operations,  and  cash  flows  of 
the  state  fund  for  the  fiscal  year  ended  June  30,  1993. 

4.  Determine  the  implementation  status  of  prior  audit  recom- 
mendations. 

This  report  contains  five  recommendations  to  state  fund  man- 
agement and  one  recommendation  to  the  Department  of  Labor 
and  Industry.  These  recommendations  address  areas  where  state 
fund  operations  and  compliance  with  laws  and  regulations  can  be 
improved.   Other  areas  of  concern  deemed  not  to  have  a  signifi- 
cant effect  on  the  successful  operations  of  the  state  fund  are  not 
specifically  included  in  the  report,  but  have  been  discussed  with 
management. 

In  accordance  with  section  5-13-307,  MCA,  we  analyzed  and  dis- 
closed, if  significant,  the  costs  of  implementing  the  recom- 
mendations made  in  this  report. 
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Introduction 


Actuarial  Soundness 


Section  39-71-2352,  MCA,  separates  funding  sources  for  claims 
incurred  before  July  1,  1990  (Old  Fund)  and  those  incurred  on 
or  after  July  1,  1990  (New  Fund).   Premium  rates  are  to  be  set  to 
cover  actuarially  estimated  costs  incurred  on  or  after  July  1, 
1990.   Premium  revenue  is  no  longer  used  to  cover  the  liability 
and  funding  deficiency  of  claims  incurred  prior  to  that  date.   As 
a  result,  the  term  "actuarially  sound"  applies  only  to  the  New 
Fund  for  claims  incurred  on  or  after  July  1,  1990.   To  be  "actu- 
arially sound"  state  fund  management  must  set  New  Fund 
premium  rates  at  amounts  sufficient  to  recover  present  and 
future  costs  of  all  claims  to  maturity  and  to  meet  reasonable 
expenses  of  conducting  the  business  of  the  state  fund. 


The  estimated  claims  liability  at  June  30,  1993,  determined  by 
the  state  fund  actuary,  was  $296,545,100,  resulting  in  a  New 
Fund  deficit  of  $25.6  million.   The  deficit  is  a  $16.6  million 
improvement  from  the  $42.2  million  deficit  at  June  30,  1992. 
The  actuarial  analysis  attributed  the  apparent  decrease  in  the 
deficit  to: 

Aggressive  increases  in  premium  rates  for  a  premium  reve- 
nue increase  of  62  percent  since  July  1,  1991. 

The  paid  claims  data  used  in  the  analysis  has  begun  to  show 
cost  reductions  anticipated  as  a  result  of  changes  in  the 
benefit  laws  enacted  in  1987  and  1991. 

Effective  July  1,  1993,  state  law  requires  rates  established  by  the 
state  fund  to  include  a  provision  to  obtain  by  July  1,  2003,  a 
surplus  of  25  percent  of  annual  premium  revenue.   Based  on  actu- 
ary recommendations,  the  Board  of  Directors  approved  a  3  per- 
cent premium  rate  increase  effective  July  1,  1993,  in  order  to 
begin  accumulating  a  surplus.   State  fund  management  estimates 
the  latest  increase  will  raise  an  additional  $20  million  in  revenue 
in  fiscal  year  1993-94  to  further  reduce  the  New  Fund  deficit. 
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Introduction 


Financing  Past  Claims 
Liability 


At  June  30,  1993,  the  state  fund's  actuary  valued  the  remaining 
liability  associated  with  claims  incurred  prior  to  July  1,  1990,  at 
$365,249,186.   During  fiscal  year  1992-93,  state  fund  paid  claims 
and  administrative  costs  of  $47,437,545  and  $2,290,380,  respec- 
tively, related  to  Old  Fund  claims. 


In  July  1991,  the  Board  of  Investments  (BOI)  issued  payroll  tax 
bonds  totalling  $142,095,000.   After  exhausting  the  bond  pro- 
ceeds in  February  1993,  the  Old  Fund  borrowed  $13  million 
from  the  New  Fund  to  meet  Old  Fund  claims  costs  for  fiscal  year 
1992-93.   In  October  1993,  BOI  issued  additional  bonds  for 
$32.5  million.   Bond  proceeds  were  used  to  repay  $21,321,007  in 
loan  principal  and  interest  to  the  New  Fund  and  the  remaining 
proceeds  of  $7,962,247,  after  issuance  costs  and  debt  service 
reserve,  were  pledged  to  meet  Old  Fund  claims  costs. 

Section  39-71-2355,  MCA,  restricts  the  amount  of  bonds  or  New 
Fund  loans  that  BOI  may  provide  to  the  Old  Fund.  The  section 
states,  ".  .  .  the  board  of  investments  may  not  give  the  state  fund 
loan  proceeds  or  issue  workers'  compensation  bonds  unless  the 
aggregate  amount  of  outstanding  and  proposed  loans  and  bonds 
can  be  serviced  with  no  more  than  90%  of  the  amount  of  tax 
revenue  that  the  department  of  revenue  estimates  will  be  raised 
by  the  tax  imposed  under  section  39-71-2503,  MCA,  during  the 
remainder  of  the  then  current  fiscal  year  and  during  each  suc- 
ceeding fiscal  year  through  the  end  of  the  fiscal  year  in  which 
the  last  then  outstanding  or  proposed  loan  or  bond  will  be  repaid 
or  retired."  Thus,  BOI  may  not  issue  additional  bonds  or 
approve  loans  from  the  New  Fund  to  the  Old  Fund  unless  the  tax 
revenue  is  sufficient  to  make  the  required  repayments. 

The  1993  Legislature  increased  the  employer  Old  Fund  liability 
tax  to  .5  percent  and  added  a  .2  percent  tax  on  employee  wages 
effective  July  1,  1993.  They  also  added  a  .2  percent  tax  on  net 
income  of  self-employed  persons  for  tax  years  beginning  after 
December  31,  1993  (.1  percent  after  December  31,  1992).   This  is 
intended  to  provide  revenue  sources  for  paying  the  debt  and 
claims  costs  of  the  Old  Fund.   We  will  monitor  the  tax  revenue  to 
ensure  it  is  sufficient  to  pay  Old  Fund  debt  and  claims  costs. 
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Prior  Audit  Recommendations 


Prior  Audit  Recom- 
mendations 


As  part  of  our  audit,  we  reviewed  the  implementation  status  of 
recommendations  in  the  prior  state  fund  audit  for  the  fiscal  year 
ended  June  30,  1992.  Our  report  included  six  recommendations. 
The  state  fund  implemented  all  six  recommendations. 
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Findings  and  Recommendations 


Claims  Management 


The  state  fund  receives  reports  from  injured  persons  or  their 
employers  documenting  facts  about  injuries.  State  fund  person- 
nel determine  if  the  employer  is  insured  by  the  state  fund  and 
transfer  the  report  to  the  benefits  department.  Claims  personnel 
review  all  claims  submitted  and  perform  procedures  necessary  to 
determine  if  the  state  fund  should  accept  liability  and  pay  bene- 
fits on  the  claim. 


Once  liability  is  established,  claims  personnel  determine  com- 
pensation payment  amounts  based  on  laws  in  effect  at  the  time 
of  injury,  review  medical  bills  to  ensure  services  relate  to  the 
injury,  and  establish  case  reserves  estimating  the  amount  to  pay 
on  the  claim.   All  information  related  to  the  claim  is  kept  in  the 
file,  including  all  medical  bills,  compensation  issues,  and  cor- 
respondence. 

We  reviewed  randomly  selected  open  claims  from  the  open 
claims  file  report  as  of  October  15,  1993.   We  reviewed  claims 
with  negative  case  reserves  or  claims  where  payments  made 
exceeded  the  amount  of  compensation  or  medical  case  reserve 
placed  on  the  claim  by  state  fund  personnel.   Finally,  we 
reviewed  files  of  fixed  liability  claims.   We  reviewed  the  claim 
files  to  determine  whether  personnel  are  following  the  benefits 
department  policies  and  procedures  to  ensure  payments  are 
reasonable  and  properly  supported.   We  also  ensured  case 
reserves  are  established  according  to  state  fund  policies  and 
procedures.  Of  the  37  files  we  reviewed  we  noted  concerns  in  16 
of  the  files.   In  the  following  report  sections,  we  discuss  our 
concerns. 


Benefit  Payments 


The  benefits  department  staff  includes  claims  managers  and 
supervisors,  claims  examiners,  and  claims  assistants.   Claims 
supervisors  receive  injury  reports  and  distribute  the  reports  to 
claims  examiners  based  on  case  load,  experience,  and  claim 
complexity.  The  following  paragraphs  describe  instances  we 
found  where  personnel  did  not  follow  policies  and  procedures, 
did  not  make  appropriate  referrals  which  could  reduce 
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Findings  and  Recommendations 


compensation  payments,  and  where  there  is  evidence  of  a  lack  of 
supervisory  review. 

A  physician  notified  the  state  fund  a  claimant  was  released 
to  return  to  his  job.   The  claims  examiner  did  not  terminate 
compensation  benefits  for  over  one  month  after  receiving 
notification.   We  estimate  the  claimant  received  additional 
compensation  of  $556  in  this  period. 

A  claims  examiner  determined  a  claimant  received  a 
$16,766  overpayment  due  to  a  settlement  that  was  deter- 
mined inappropriate.  The  examiner  notified  the  claimant 
that  future  benefits  would  be  reduced  to  recover  this 
amount.   However,  the  claimant's  benefits  were  never 
reduced  and  the  overpayment  was  not  recovered. 

In  two  claim  files,  the  employer  informed  the  state  fund 
that  claimants  were  performing  work  they  should  not  per- 
form as  a  result  of  the  injury  while  receiving  benefits. 
Examiners  did  not  refer  the  claims  for  field  investigation 
or  to  the  fraud  unit. 

A  claimant  received  chiropractic  treatments  from  1988 
until  July  of  1993.   In  July  1993,  claims  personnel  referred 
the  claim  to  a  chiropractor  consultant.  The  consultant 
determined  the  treatments  were  to  maintain  the  claimants 
condition.   The  Administrative  Rules  of  Montana  (ARM), 
do  not  allow  payment  for  chiropractic  treatments  that  have 
become  "maintenance"  in  nature,  where  the  injured  person 
is  no  longer  improving.  The  state  fund  could  have  stopped 
payment  sooner  had  personnel  referred  the  claim  to  the 
consultant  in  a  timely  manner. 

State  fund  policy  requires  rehabilitation  referral  as  soon  as 
a  physician  determines  the  person  cannot  return  to  the 
"time  of  injury"  job  to  determine  if  the  person  possesses 
skills  to  return  to  another  job  compatible  with  the  injury, 
or  if  retraining  is  necessary.   A  physician  reported  a 
claimant  could  not  return  to  the  "time  of  injury"  job.  The 
examiner  did  not  refer  the  claim  to  a  rehabilitation 
specialist  for  approximately  three  months  after  receiving 
the  physician's  report  because  the  injured  worker  was 
seeking  other  employment  on  his  own.   When  the  injured 
worker  could  not  find  employment  the  examiner  referred 
the  claim  to  rehabilitation.   The  state  fund  can  discontinue 
compensation  benefits  if  the  doctor  releases  the  claimant  to 
work  at  any  job  determined  appropriate  by  the  rehabilita- 
tion specialist.   Supervisory  personnel  should  review  such 
instances  to  ensure  delays  are  warranted. 
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Findings  and  Recommendations 


A  claims  examiner  did  not  pursue  reimbursement  from  a 
private  workers'  compensation  insurer  for  $796  in  medical 
costs  paid  by  the  state  fund.   The  claimant  aggravated  an 
injury  previously  covered  by  the  private  insurer.  The  state 
fund's  field  investigator  obtained  copies  of  all  treating 
physicians'  notes  and  found  that  maximum  medical 
improvement  (MMI)  was  not  documented  by  a  physician, 
which  would  end  the  private  insurer's  liability.   Because 
there  was  no  indication  the  claimant  reached  MMI  while 
covered  by  the  private  insurer,  the  private  insurer  remains 
liable  for  the  additional  costs  related  to  that  injury.   The 
claims  examiner  did  not  pursue  recovery  because  the 
examiner  determined  personnel  and  legal  costs  would 
exceed  the  amount  to  recover.   However,  this  decision  was 
not  documented  in  the  file  or  approved  by  a  supervisor. 

State  fund  management  is  responsible  for  establishing  and  main- 
taining a  control  structure  to  provide  assurance  that  payments 
are  reasonable  and  properly  supported.   This  structure  includes 
supervisory  reviews  to  ensure  policies  and  procedures  are  being 
followed.   Our  review  of  files  and  interviews  with  claims  per- 
sonnel indicate  claims  supervisors  and  managers  do  not  review 
claim  files  on  a  periodic  basis  to  ensure  examiners  follow 
procedures.   According  to  position  descriptions  claims  managers 
and  supervisors  are  required  to  review  claims  personnel's  work  as 
part  of  their  assigned  duties.   We  believe  review  procedures 
currently  in  place  are  inadequate.   As  a  result,  the  state  fund 
risks  overpayment  of  benefits  or  unsupported  payments. 

The  benefits  department  vice  president  said  supervisors  cur- 
rently do  not  have  sufficient  time  to  actively  review  examiners 
work  or  claim  files.   The  vice  president  believes  additional 
claims  personnel  approved  by  the  Board  of  Directors  should 
allow  supervisors  to  review  the  work  of  claims  personnel. 


Recommendation  #1 

We  recommend  the  state  fund  establish  procedures  to 
ensure  supervisors  perform  regular  reviews  of  work 
performed  by  claims  personnel. 
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Case  Reserves  Claims  examiners  are  required  to  adjust  case  reserves  based  on 

regular  reviews  of  the  file  or  receipt  of  information  indicating 
inappropriate  current  reserves.   State  fund  policy  requires  the 
claims  personnel  to  make  every  effort  to  establish  case  reserves 
within  five  days  of  receipt  in  the  benefits  department.   State 
fund  policy  also  requires  claims  supervisors  and  managers 
approve  delays  in  establishing  the  reserves.   A  report  is  gen- 
erated from  the  state  fund's  compensation  system  based  on  "diary 
review  dates"  established  by  the  claims  examiner.   Claims 
examiners  are  required  to  review  all  claims  on  their  individual 
list  before  the  end  of  the  month,  and  adjust  the  reserves  as 
necessary.  State  fund  policy  requires  the  diary  review  date  be 
set  for  not  more  than  120  days  after  the  last  review  in  the  first 
year  the  claim  is  open,  and  should  be  set  earlier  if  the  facts 
warrant  more  frequent  review.   Reserves  are  important  as  they 
are  used  in  the  employer  premium  rate  calculations  and  estab- 
lishing the  most  current  estimation  of  the  state  fund's  liability 
for  each  claim.   The  following  lists  our  concerns  relating  to  case 
reserves. 

One  claimant  received  a  $16,766  overpayment  as  described 
on  page  6.   Claims  personnel  did  not  reduce  the  reserve  to 
reflect  the  reduction  in  benefits.   Personnel  also  did  not 
document  their  decision-making  process  as  to  why  the 
reserve  was  not  reduced. 

The  state  fund  accepted  liability  and  paid  compensation 
benefits  on  two  claimant  files  more  than  one  month  before 
the  claims  examiners  set  case  reserves.   As  noted  above, 
state  fund  policy  requires  the  examiner  to  make  every 
effort  to  establish  the  reserve  within  five  days  of  receipt  in 
the  benefits  department. 

A  claims  examiner  set  the  reserve  diary  review  date  on  a 
file  past  the  date  that  compensation  payments  would  cause 
the  case  reserve  to  become  negative.   The  examiner  set  the 
diary  review  date  at  120  days  and  the  reserve  was  inade- 
quate to  cover  payments  made  until  that  review  date. 

Two  claimant  case  reserves  were  reviewed  by  the  claims 
examiners  one  and  a  half  and  two  and  a  half  months  after 
the  latest  reserve  diary  review  dates. 

A  claims  examiner  added  more  than  $200,000  to  a  claim 
case  reserve.   State  fund  policy  requires  reserves  in  excess 
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of  $200,000  to  be  approved  by  the  vice  president  of  the 
benefits  department.   Personnel  did  not  obtain  the  required 
approval. 

Our  analysis  of  the  negative  case  reserve  listing  indicated  the 
following. 

Fifty-nine  of  the  265  negative  case  reserves  (compensation 
and  medical)  have  been  negative  for  more  than  one  month 
prior  to  the  report  date.   Supervisors  and  claim  examiners 
receive  a  monthly  printout  of  all  cases  with  negative 
reserves  and  are  expected  to  establish  adequate  reserves  for 
each  file  within  the  next  month. 

Fifty-four  of  the  265  negative  reserves  were  in  closed  files 
where  the  state  fund  paid  claims  without  adjusting  the 
reserves  or  re-opening  the  claim  to  review.   Closed  files  are 
claims  where  the  state  fund  has  determined  it  has  no  addi- 
tional liability  and  the  case  reserve  is  adequate. 

There  were  94  claims  with  negative  compensation  case 
reserves  in  the  listing.   Of  these,  30  claims  had  zero 
compensation  case  reserves  where  the  claims  examiners  did 
not  set  a  reserve  by  the  time  they  established  the  state 
fund's  liability  and  made  compensation  payments. 

All  files  we  tested  did  not  meet  the  state  fund  policy  requiring 
examiners  to  make  every  effort  to  set  a  reserve  within  five  days 
of  receipt  in  the  benefits  department.   There  was  also  no  evi- 
dence in  any  file  of  supervisory  approval  for  delays  as  required 
by  state  fund  policy.  Claims  examiners  informed  us  they  did  not 
follow  this  policy  and  they  have  30  days  per  law  to  accept  or 
deny  a  claim.   Management  stated  the  five  day  policy  is  a  goal 
they  established,  based  on  industry  standards.   Management 
agreed  they  should  review  this  policy  and  set  a  realistic  length  of 
time  for  setting  reserves. 

Claims  examiners  are  required  to  obtain  supervisor  approval  for 
reserves  established  above  their  authorized  level,  but  no  signa- 
ture or  initials  are  required  to  document  the  supervisor's 
approval.   Claim  examiners  have  the  ability  to  establish  any  level 
of  reserve  on  the  state  fund's  compensation  system  as  there  are 
no  edits  to  prevent  setting  a  reserve  above  the  authorized  level 
without  review.   Reserve  authority  is  set  based  on  each  claim 
examiner's  experience  level. 
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We  believe  documenting  approval  is  an  important  control 
because  the  case  reserves  affect  premiums  charged  to  employers. 
Overestimates  of  reserves  result  in  higher  than  necessary 
premiums  charged  to  employers.   Underestimates  may  result  in 
too  low  of  a  premium  charged.   The  state  fund  should  consider 
edits  on  the  benefit  payment  system  to  ensure  personnel  establish 
reserves  in  a  timely  manner.     Edits  also  could  ensure  supervisors 
review  and  approve  case  reserves  exceeding  the  examiner's 
authorized  level.   Finally,  the  state  fund  should  consider  tempo- 
rary reserve  adjustments  to  ensure  negative  case  reserves  do  not 
occur.   The  state  fund  is  in  the  process  of  implementing  a  new 
benefit  payment  system.   Personnel  should  consider  implement- 
ing these  edits  on  the  new  system. 


State  fund  management  were  not  surprised  by  our  findings. 
Approximately  40  changes  in  policy  and  procedures  have  been 
implemented  in  all  areas  of  claims  management  during  the  past 
three  years  to  improve  performance  and  productivity.   In  order 
to  ensure  personnel  follow  policies  and  procedures  and  changes 
to  procedures  supervisory  personnel  should  perform  regular 
reviews  of  claims  examiners  work  and  claims  files. 


Recommendation  #2 

We  recommend  the  state  fund  implement  procedures  to 
ensure: 

A.  Benefits  department  personnel  establish  case  reserves 
in  a  timely  manner  after  receipt  of  a  claim,  and 

B.  Supervisors  review  and  approve  case  reserves  and 
changes  to  reserves  in  accordance  with  state  fund 


policy. 


Page  10 


Findings  and  Recommendations 


Claims  Policies  and 
Procedures 


While  testing  claims  files,  we  noted  some  written  policies  and 
procedures  claims  personnel  no  longer  follow.   We  also  noted 
policies  do  not  require  documentation  to  indicate  the  policy  was 
followed.   The  following  describes  our  concerns  regarding  the 
state  fund's  policies  and  procedures. 


State  fund  written  policy  requires  claims  examiners  obtain 
supervisor  approval  for  all  initial  reserves  established. 
Agency  personnel  informed  us  this  policy  was  only  in 
effect  when  the  new  reserving  procedures  went  into  effect 
because  claims  examiners  did  not  have  the  experience  to 
establish  reasonable  reserves.   Now  that  they  are  more 
experienced,  they  are  allowed  to  set  reserves  within  their 
authority  level  without  obtaining  approval.   The  policy 
manual  has  not  been  updated  to  reflect  the  change. 

Claims  assistants  handling  claimants  files  with  medical 
issues  only  are  allowed  to  establish  up  to  $5,000  in  reserves. 
There  is  no  written  policy  establishing  procedures  for  them 
to  follow  or  giving  them  the  authority  to  set  reserves.   State 
fund  personnel  said  they  gave  them  a  reasonable  limit  to 
ensure  those  claims  requiring  a  small  adjustment  to  reserves 
are  adjusted  in  a  timely  manner.   The  policy  manual  has 
not  been  updated  to  reflect  the  claims  assistants'  authority. 

There  are  no  policies  or  procedures  in  place  for  claims 
personnel  to  notify  the  Loss  Prevention  Unit  in  a  case 
where  an  injury  is  due  to  unsafe  working  conditions. 
Claims  personnel  could  be  valuable  in  identifying  injuries 
that  could  be  prevented  and  to  help  employers  implement 
safety  programs  and  reduce  premiums.   State  fund  person- 
nel said  there  is  a  form  being  developed  currently  for 
referrals,  but  nothing  is  in  the  policy  manual  yet.   The  state 
fund  should  develop  policies  and  procedures  addressing 
referrals  and  train  staff  accordingly. 

State  fund  personnel  said  they  update  policies  when  they  have 
time.   Claims  personnel  are  made  aware  of  all  current  policies 
through  weekly  job  meetings  and  memorandums  are  sent  for  any 
important  changes.   The  state  fund  should  ensure  policies  are 
kept  current  so  that  claims  examiners  will  be  aware  of  the 
policies. 


Performance  Appraisals 


Administrative  rules  applicable  to  all  state  agencies  require 
personnel  to  receive  annual  performance  reviews.   Claims 
personnel  currently  do  not  receive  the  required  performance 
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reviews.   Without  required  performance  appraisals,  personnel  are 
not  encouraged  to  improve  performance  and  supervisors  lack 
incentive  to  perform  reviews  of  examiners  work.   As  a  result, 
personnel  are  not  made  aware  of  improvements  needed  to 
comply  with  policies  and  procedures  and  to  prevent  the  problems 
noted  in  the  previous  sections.   State  fund  management  said  they 
intend  to  implement  performance  appraisals  of  staff  in  the  near 
future. 


Recommendation  #3 

We  recommend  the  state  fund: 

A.  Provide  updated  written  policies  and  procedures  to  all 
claims  personnel. 

B.  Develop  and  implement  written  policies  and  proce- 
dures for  claims  personnel  to  refer  preventable 
injuries  to  Loss  Prevention  Unit. 

C.  Provide  documented  performance  evaluations  to  all 
claims  personnel  in  accordance  with  state  regulations. 


Compliance  with  State 
Law 


We  reviewed  state  laws  and  regulations  pertaining  to  the  state 
fund  and  found  areas  where  improvements  could  be  made.   The 
following  report  sections  discuss  these  areas. 


Recording  Estimated 
Claims  Liability  on  the 
Accounting  Records  by 
Year-End 


State  law  requires  state  agencies  to  record  all  financial  activity 
on  the  state's  accounting  records  before  the  end  of  the  fiscal  year 
in  accordance  with  generally  accepted  accounting  principles. 
The  state  fund  recorded  the  adjustment  for  the  estimated  claims 
liability  as  of  June  30,  1993,  in  October  1993,  after  the  close  of 
the  fiscal  year.   As  a  result,  the  state  fund  did  not  comply  with 
state  law. 
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state  fund  does  not  adjust  the  recorded  liability  from  the 
previous  fiscal  year  until  the  actuarial  projections  are  available. 
The  adjustment  to  the  June  30,  1993  estimated  liability  of  the 
New  Fund  was  an  increase  of  $84.5  million  while  the  adjustment 
to  the  Old  Fund  was  a  decrease  of  $41.5  million.  State  fund 
personnel  gave  the  following  reasons  for  not  adjusting  the  state's 
accounting  records  by  fiscal  year-end: 

Actuarial  estimates  are  not  available  until  October  because 
the  actuary  uses  information  through  fiscal  year-end  in  the 
liability  projections. 

There  is  no  impact  on  the  state's  combined  annual  financial 
report  or  the  state  fund's  financial  report  as  the  adjustment 
is  made  prior  to  issuance. 


State  fund  personnel  will  not  estimate  the  liability  without 
proper  support,  which  is  the  actuary's  estimate. 

If  the  actuary  provided  preliminary  estimates  prior  to  fiscal 
year-end  and  again  in  October  there  would  be  an  added  cost  to 
the  state  fund.   However,  the  state  fund  could  adjust  the  timing 
of  the  actuarial  review  to  ensure  it  is  completed  in  time  to  record 
the  estimated  liability  on  the  state's  accounting  records  by  the 
close  of  the  fiscal  year  as  required  by  state  law. 


Recommendation  #4 

We  recommend  the  state  fund  record  adjustments  to  the 
estimated  claims  liability  on  the  accounting  records  by 
fiscal  year- end  to  ensure  compliance  with  state  law. 


Administrative  Expense  State  law  requires  the  state  fund  to  determine  and  account  for 

Allocation  to  the  Old  Fund  administrative  expenses  and  benefit  payments  for  accidents 

occurring  prior  to  July  1,  1990  (Old  Fund),  separately  from 

accidents  after  that  date  (New  Fund). 

We  determined  the  state  fund  allocation  procedures  reasonably 
allocated  administrative  expenses  between  the  Old  and  New 
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Funds,  except  the  state  fund  charged  all  equipment  depreciation 
expense  to  the  New  Fund.   Depreciation  expense  is  an  adminis- 
trative expense  that  should  be  allocated  in  the  same  method  as  all 
other  administrative  expenses.   As  a  result,  the  New  Fund 
expenses  are  overstated  by  $34,768  and  the  Old  Fund  expenses 
are  understated  by  the  same  amount. 


According  to  state  fund  personnel,  the  Department  of  Adminis- 
tration, Accounting  Bureau  said  recording  depreciation  expense 
in  the  Old  Fund  accounting  records  caused  problems  with  the 
state's  property  accountability  management  system  (PAMS). 
Department  of  Administration  personnel  said  they  would  work 
with  the  state  fund  to  establish  an  alternative  to  record  the 
allocable  depreciation  expenses  in  the  Old  Fund  as  required  by 
law. 


Recommendation  #5 

We  recommend  the  state  fund  work  with  the  Department  of 
Administration  to  determine  an  appropriate  method  to 
allocate  depreciation  expense  in  the  Old  Fund  in 
accordance  with  state  law. 


Medical  Payments  State  law  requires  the  Department  of  Labor  and  Industry  (DOLI) 

to  establish  a  fee  schedule  for  medical  non-hospital  services  and 
rates  for  hospital  services  provided  to  injured  workers.   The 
Workers'  Compensation  Medical  Regulations  Section  at  DOLI 
establishes  hospital  rates  and  fee  schedules  for  non-hospital 
medical  services  for  all  workers'  compensation  insurers. 

The  state  fund  received  approved  rates  for  hospital  medical 
claims  in  January  1993,  which  were  used  through  July  1993.  In 
July  1993,  the  Medical  Regulations  Section  provided  the  state 
fund  with  new  rates.   State  fund  personnel  discovered  they  were 
using  incorrect  rates  by  comparing  the  new  list  to  the  one 
received  in  January  1993.   Medical  Regulations  had  adjusted 
rates  for  five  hospitals  in  February  1993,  but  had  not  informed 
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the  state  fund  of  the  change.  State  fund  personnel  estimate  the 
state  fund  paid  the  five  hospitals  $89,000  more  than  the  rates  in 
effect  allowed  and  is  currently  attempting  to  recover  this 
amount. 

Medical  Regulations  Section  personnel  said  the  lack  of  notifica- 
tion was  an  oversight.   The  Department  of  Labor  and  Industry 
should  provide  the  state  fund  with  accurate  hospital  rates  in  a 
timely  manner  to  ensure  medical  claims  are  paid  correctly. 


Recommendation  #6 

We  recommend  the  Department  of  Labor  and  Industry  pro- 
vide the  state  fund  with  accurate  hospital  rates  in  a  timely 
manner  to  allow  the  state  fund  to  pay  medical  claims 
correctly. 
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Summary  of  Independent  Auditor's  Report 


Summary  of  Indepen-  The  auditor's  opinion  issued  on  the  financial  statements  con- 

dent  Auditor's  Report  tained  in  this  report  is  intended  to  convey  to  the  reader  the 

degree  of  reliance  which  can  be  placed  on  the  amounts  pre- 
sented.  The  reader  may  rely  on  the  fairness  of  the  amounts  on 
the  statements  presented  on  pages  A-4  through  A- 16  when 
analyzing  the  financial  activity  of  the  State  Compensation 
Insurance  Fund. 
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STATE  OF  MONTANA 


LEGISLATIVE  AUDITOR: 
SCOTT  A. SEACAT 

LEGAL  COUNSEL: 

JOHNW.  NORTHEY 


Qtfixt  xtt  \h.t  ^gislaitta  ^nbiinx 


STATE  CAPITOL 

PO  BOX  201 705 

HELENA.  MONTANA  59620-1705 

406/444-3122 

FAX  406/444-3036 


INDEPENDENT  AUDITOR'S  REPORT 


DEPUTY  LEGISLATIVE  AUDITORS: 

MARYBRYSON 
Operations  and  EDP  Audit 

JAMES  GILLETT 
Financial-Compliance  Audit 

JIM  PELLEGRINI 
Performance  Audit 


The  Legislative  Audit  Committee 
of  the  Montana  State  Legislature: 

We  have  audited  the  financial  statements  of  the  Enterprise  Funds  of  the  State 
Compensation  Insurance  Fund,  Old  and  New  Funds,  as  of  June  30,  1993,  and  for  the  fiscal  year 
then  ended  as  shown  on  pages  A-4  through  A- 16.  The  information  contained  in  these  financial 
statements  is  the  responsibility  of  State  Compensation  Insurance  Fund's  management.   Our 
responsibility  is  to  express  an  opinion  on  these  financial  statements  based  on  our  audit. 

We  conducted  our  audit  in  accordance  with  generally  accepted  auditing  standards.  Those 
standards  require  that  we  plan  and  perform  the  audit  to  obtain  reasonable  assurance  about  whether 
the  financial  statements  are  free  of  material  misstatement.   An  audit  includes  examining,  on  a  test 
basis,  evidence  supporting  the  amounts  and  disclosures  in  the  financial  statements.   An  audit  also 
includes  assessing  the  accounting  principles  used  and  significant  estimates  made  by  management, 
as  well  as  evaluating  the  overall  financial  statement  presentation.   We  believe  that  our  audit 
provides  a  reasonable  basis  for  our  opinion. 

In  our  opinion,  the  financial  statements  referred  to  above  present  fairly,  in  all  material 
respects,  the  financial  position  of  the  State  Compensation  Insurance  Fund,  as  of  June  30,  1993, 
and  the  results  of  operations  and  the  cash  flows  of  its  Enterprise  Funds  for  the  fiscal  year  then 
ended  in  conformity  with  generally  accepted  accounting  principles. 

Respectfully  submitted, 


James  Gillett,  CPA 
Deputy  Legislative  Auditor 


November  12,  1993 
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STATE  COMPENSATION  INSURANCE  FUND 
BALANCE  SHEET  -  ENTERPRISE  FUNDS 

JUNE  30,  1993 

(in  thousands) 


ASSETS: 

Cash/Cash  Equivalents  (note  3) 

Receivables  (Net)  (note  1) 

Due  from  Other  Funds 

Inventories 

Long  Term  Loans/Notes  Receivable 

Investments  (note  3) 

Equipment 

Accumulated  Depreciation 

Intangible  Assets 

Deferred  Charges 

Other  Assets 

TOTAL  ASSETS 


New  Fund 

Old  Fund 

$  39,308 

$    772 

44,799 

354 

756 

3,053 

68 

13,000 

182,575 

10,818 

1,425 

(498) 

11 

3,723 

11,886 

293,330 

18,720 

LIABILITIES/FUND  EQUITY: 

Liabilities : 

Accounts  Payable 
Due  to  Other  Funds 
Bonds /Notes  Payable  (Net)  (note  5) 
Property  Held  in  Trust  (note  1) 
Compensated  Absences  Payable  (note  8) 
Estimated  Insurance  Claims  (note  4) 
Total  Liabilities 


80         774 

808         757 

149,376 

21,046 

480 

296,545     365^249 


318,959 


516,156 


Fund  Equity: 

Contributed  Capital  (note  1) 
Retained  Earnings: 

Reserve  for  Debt  Service 

Unreserved 

Total  Fund  Equity 


11,998 


(37,627) 
(25,629) 


11,323 
(508,759) 
(497,436) 


TOTAL  LIABILITIES/FUND  EQUITY 


$293,330    $   18,720 


The  notes  are  an  integral  part  of  the  financial  statements. 
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STATE  COMPENSATION  INSURANCE  FUND 
STATEMENT  OF  REVENUES,  EXPENSES  AND  CHANGES  IN  RETAINED  EARNINGS 

ENTERPRISE  FUNDS 

FOR  THE  FISCAL  YEAR  ENDED  JUNE  30,  1993 

(in  thousands) 


OPERATING  REVENUES: 
Charges  for  Services 
Investment  Earnings 
Contributions/Premiums 
Other  Operating  Revenues 
Net  Operating  Revenues 

OPERATING  EXPENSES: 

Personal  Services 

Contractual  Services 

Supplies/Materials 

Expendable  Equipment 

Benefits 

Depreciation 

Amortization 

Utilities/Rent 

Communications 

Travel 

Repair/Maintenance 

Interest  Expense 

Other  Operating  Expenses 

Net  Operating  Expenses 

Operating  Income  (Loss) 

NONOPERATING  REVENUES  (EXPENSES): 

Income  (Loss)  Before  Operating  Transfers 

Operating  Transfers  In  (Note  7) 
Operating  Transfers  Out 
Income  (Loss) 

RETAINED  EARNINGS  -  JULY  1 

RETAINED  EARNINGS  -  JUNE  30 


New  Fund 

Old  Fund 

$     32 

10,109 

$1,122 

169,993 

889 

46 

11 

180,180 

2,022 

4,446 

1,658 

1,771 

591 

58 

23 

19 

' 

152,851 

4,897 

172 

34 

89 

25 

349 

133 

83 

17 

76 

34 

9,582 

1.101 

804 

161,049 

17,764 

19,131 

(15,742) 

19,131 

(15,742) 

18,274 

(2,509) 

(883) 

16,622 

1,649 

(54,249) 

(499,085) 

$(37,627) 

$(497,436) 

The  notes  are  an  integral  part  of  the  financial  statements, 
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STATE  COMPENSATION  INSURANCE  FUND 


STATEMENT  OF  CASH  FLOWS 


ENTERPRISE  FUNDS 


FOR  THE  FISCAL  YEAR  ENDED  JUNE  30,  1993 


(in  thousands) 


CASH  FLOWS  FROM  OPERATING  ACTIVITIES: 
Receipts  for  Sales  and  Services 
Payments  to  Suppliers  for  Goods  and 

Services 
Payments  to  Employees 
Cash  Payments  for  Claims 
Collection  of  Notes  Receivable 
Other  Operating  Revenues 

Net  Cash  Provided  by  (Used  for) 
Operating  Activities 


New  Fund 

Old  Fund 

$160,340 

$    691 

(2,559) 

(1,644) 

(4,305) 

(1,716) 

(68,347) 

(47,437) 

80 

78 

12 

85,207 


(50,014) 


CASH  FLOWS  FROM  NONCAPITAL  FINANCING 
ACTIVITIES: 

Payment  of  Principle  and  Interest  on  Bonds  and  Notes 
Proceeds  from  Issuance  of  Bonds 

and  Notes  (note  5) 
Transfers  to  Other  Funds 
Transfers  from  Other  Funds 
Cash  Payments  for  Loans 
Collections  for  Principal  and 
Interest  on  Loans 
Net  Cash  Provided  by  (Used  for) 
Noncapital  Financing  Activities 


(11,321) 

13,000 

(2,585) 

(658) 

17,313 

(14,636) 

1,499 

(15,722) 

18,334 

CASH  FLOWS  FROM  CAPITAL  AND  RELATED 
FINANCING  ACTIVITIES: 

Acquisition  of  Fixed  Assets 
Net  Cash  Used  for  Capital  and 
Related  Financing  Activities 

CASH  FLOWS  FROM  INVESTING  ACTIVITIES: 
Purchasing  of  Investments 
Proceeds  from  Sales  or  Maturities 

of  Investments 
Interest  and  Dividends  on  Investments 
Net  Cash  Provided  by  (Used  for) 
Investing  Activities 

Net  Increase  (Decrease)  in  Cash 
and  Cash  Equivalents 

Cash  and  Cash  Equivalents ,  July  1 
Cash  and  Cash  Equivalents ,  June  30 


(210) 


(210) 

(209,333) 

(606) 

85,174 

23,416 

9,072 

1,281 

(115,087) 

24,091 

(45,812) 

(7,589) 

85,120 

8,361 

39,308 

$    772 

(Continued  on  page  A-7) 
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STATE  COMPENSATION  INSURANCE  FUND 
STATEMENT  OF  CASH  FLOWS  -  ENTERPRISE  FUNDS 


FOR  THE  FISCAL  YEAR  ENDED  JUNE  30. 
(in  thousands) 


1993 


(continued  from  page  A- 6) 


RECONCILIATION  OF  OPERATING  INCOME  TO  NET 

CASH  PROVIDED  BY  OPERATING  ACTIVITIES: 
Operating  Income  (Loss) 

ADJUSTMENTS  TO  RECONCILE  OPERATING  INCOME 
TO  NET  CASH  PROVIDED  BY  (USED  FOR) 
OPERATING  ACTIVITIES: 
Depreciation 
Amortization 
Interest  on  Investments 
Interest  Expense 
Change  in  Assets  and  Liabilities: 

in  Accounts  Receivable 

in  Due  From  Other  Funds 

in  Inventories 

in  Long-Term  Loans/Notes  Receivable 

in  Other  Assets 

in  Accounts  Payable 

in  Due  to  Other  Funds 

in  Property  Held  in  Trust 

in  Compensated  Absences  Payable 

in  Estimated  Claims 

Net  Cash  Provided  by  (Used  for) 
Operating  Activities 

SCHEDULE  OF  NONCASH  TRANSACTIONS 

Asset  Acquisitions  from  Contributed 

Capital  Transfers  from  Other  Funds 
Asset  Disposals  from  Contributed  Capital 

Total  Noncash  Transactions 


Deer 

(Incr) 

Deer 

(Incr) 

Deer 

(Incr) 

Deer 

(Incr) 

Deer 

(Incr) 

Incr 

(Deer) 

Incr 

(Deer) 

Incr 

(Deer) 

Incr 

(Deer) 

Incr 

(Deer) 

New  Fund    Old  Fund 


$  19,131    $(15,742) 


172 

34 

(9 

071) 

(12 

008) 

1 

442 

(9) 

(1 

372) 

(85) 

42 

2 

335 

46 

84 

550 

(1,122) 
9,582 

(16) 
18 


(61) 
(1,206) 


(41,469) 


$  85,207    $(50,014) 


5 
111) 


$     (14) 


The  notes  are  an  integral  part  of  the  financial  statements 
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Notes  to  the  Financial  Statements 

For  the  Fiscal  Year  Ended  June  30,  1993 


Summary  of  Significant 
Accounting  Policies 


The  State  Compensation  Insurance  Fund  (state  fund)  records 
activity  related  to  its  workers'  compensation  insurance  operations 
in  the  Enterprise  Fund  type.  The  Enterprise  Funds  of  the  state 
fund  are  part  of,  but  do  not  comprise,  the  entire  Enterprise 
Fund  of  the  state  of  Montana.   These  financial  statements  reflect 
the  financial  position  and  results  of  operations  and  cash  flows  of 
the  state  fund,  not  the  state  of  Montana. 


Basis  of  Accounting 


The  state  fund  uses  the  accrual  basis  of  accounting,  as  defined 
by  generally  accepted  accounting  principles,  for  its  workers' 
compensation  insurance  operations. 


Under  the  accrual  basis,  the  state  fund  records  revenues  in  the 
accounting  period  earned,  if  measurable;  it  records  expenses  in 
the  period  incurred,  if  measurable. 

Fixed  assets  are  valued  at  actual  or  estimated  historical  cost  less 
accumulated  depreciation. 

Receivables  in  the  New  Fund  include  accrued  premiums  from 
the  fourth  quarter  of  fiscal  year  1992-93.   Receivables  in  the  Old 
Fund  include  interest  receivable  and  amounts  due  from  past 
premiums  in  dispute  or  in  collection.   Receivables  are  reported 
net  of  estimated  uncollectibles. 

Property  Held  in  Trust  consists  of  required  policy  holder 
deposits  which  secure  payment  of  premiums. 

Contributed  Capital  accounts  for  assets  transferred  from  the  Old 
Fund  to  provide  the  initial  capitalization  of  the  New  Fund  as 
authorized  by  state  law  and  equipment  transferred  from  the 
Department  of  Labor  and  Industry  upon  decentralization  of  the 
Audit  Bureau. 

Fund  Equity  consists  of  contributed  capital  and  the  net  excess  or 
deficit  of  assets  over  liabilities. 
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Basis  of  Presentation 


The  financial  statements  are  presented  in  accordance  with  gen- 
erally accepted  accounting  principles  as  prescribed  by  the 
Governmental  Accounting  Standards  Board.   State  fund  insur- 
ance operations  are  classified  in  the  Enterprise  Fund  type. 


The  Enterprise  Fund  type  is  used  to  account  for  operations  (a) 
financed  and  operated  in  a  manner  similar  to  private  business 
enterprises,  where  the  legislature  intends  that  the  entity  finance 
or  recover  costs  primarily  through  user  charges;  or  (b)  where  the 
legislature  has  decided  that  periodic  determination  of  revenues 
earned,  expenses  incurred,  or  net  income  is  appropriate. 


Old  Fond  and  New 
Fond 


Chapter  4,  Special  Session  May  1990,  separated  the  liability  of 
the  state  workers'  compensation  insurance  fund  based  on 
whether  the  liability  arises  from  claims  for  injuries  resulting 
from  accidents  that  occurred  before  or  after  July  1,  1990.   The 
legislation  establishes  separate  funding  and  accounts  for  claims 
occurring  before  July  1,  1990,  referred  to  as  the  Old  Fund,  and 
claims  occurring  on  or  after  July  1,  1990  referred  to  as  the  New 
Fund. 


Cash  Equivalents  and 
Investments 


The  state  fund  invests  moneys  with  the  Board  of  Investments. 
Investments  in  the  Short-Term  Investment  Pool  (STIP)  are  con- 
sidered cash  equivalents  under  the  state  accounting  policy.   STIP 
amounts  are  classified  in  risk  category  1,  which  includes  invest- 
ments that  are  insured,  registered,  or  uninsured  unregistered 
securities  held  by  the  state  or  its  agent  in  the  state's  name.   The 
market  value  of  STIP  amounts  approximates  cost. 


All  investments  of  the  state  fund,  except  securities  on  loan,  are 
also  classified  in  risk  category  1.  The  New  Fund  and  Old  Fund 
investment  portfolios  include  $60,723,778  and  $10,818,212, 
respectively,  in  securities  on  loan.  Securities  on  loan  are 
classified  as  risk  category  2.  Category  2  includes  uninsured  and 
unregistered  investments  for  which  the  securities  are  held  for  the 
Board  of  Investments  or  its  agent  in  the  state's  name.  The 
market  value  of  the  New  Fund  and  Old  Fund  portfolios  were 
$184,544,759  and  $11,436,200,  respectively,  at  June  30,  1993. 
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Risk  Management- 
Public  Entity  Risk  Pools 


The  Old  and  New  Funds  are  public  entity  risk  pools.   Neither 
fund  had  significant  reductions  in  insurance  coverage  from  the 
prior  year,  nor  any  insurance  settlements  exceeding  insurance 
coverage.   Unpaid  claims  and  claim  adjustment  expenses  are 
estimated  based  on  the  ultimate  cost  of  settling  the  claims 
including  the  effects  of  inflation  and  other  socio-economic 
factors.   By  statute,  these  funds  cannot  invest  in  common  stock. 
Investments  are  recorded  at  amortized  cost,  where  applicable. 
Premiums  and  discounts  are  amortized  using  the  straight-line 
method  over  the  life  of  the  securities. 


New  Fund  --  Liability  coverage  to  employers  for  injured 
employees  that  are  insured  under  the  Worker's  Compensation  and 
Occupational  Disease  Acts  of  Montana  and  workers'  compensa- 
tion claims  occurring  on  or  after  July  1,  1990,  are  reported  in  the 
New  Fund.   The  New  Fund  must  insure  any  employer  who 
desires  coverage.   At  fiscal  year-end,  approximately  26,700 
employers  were  insured  with  the  New  Fund.   Anticipated  invest- 
ment income  is  considered  for  computing  a  premium  deficiency 
and  employers  must  pay  premiums  to  the  state  fund  within 
specified  timeframes. 

An  actuarial  study  prepared  for  the  New  Fund  as  of  June  30, 
1993  estimated  liabilities  and  the  ultimate  cost  of  settling  claims 
reported  but  not  settled  and  claims  incurred  but  not  reported. 
Because  actual  claim  costs  depend  on  such  complex  factors  as 
inflation  and  changes  in  the  law,  claim  liabilities  are  recomputed 
periodically  using  a  variety  of  actuarial  and  statistical  techniques 
to  produce  current  estimates  that  reflect  recent  settlements, 
claim  frequency,  and  other  economic  and  social  factors.   A  pro- 
vision for  inflation  and  the  calculation  of  estimated  future  claim 
costs  is  implicit  in  the  calculation  because  reliance  is  placed  both 
on  actual  historical  data  that  reflect  past  inflation  and  on  other 
factors  that  are  considered  to  be  appropriate  modifiers  of  past 
experience. 

At  June  30,  1993,  $404,705,624  of  unpaid  claims  and  claim 
adjustment  expenses  are  presented  at  their  net  present  value  of 
$296,545,100.  These  claims  are  discounted  at  an  annual  rate  of 
6  percent.  The  New  Fund  uses  reinsurance  agreements  to  reduce 
its  exposure  to  large  losses.   Reinsurance  permits  recovery  of  a 
portion  of  losses  from  the  reinsurers,  although  it  does  not 
discharge  the  primary  liability  of  the  fund  as  direct  insurer.   The 
New  Fund  did  not  deduct  any  claim  liabilities  related  to  poten- 
tial reinsurance  recoveries.   When  the  New  Fund  purchases 
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annuity  contracts,  the  claim  is  settled  in  full  and  on  a  final  basis 
and  all  liability  of  the  New  Fund  is  terminated. 

State  law  requires  the  New  Fund  to  set  premiums  at  least 
annually  at  a  level  sufficient  to  ensure  adequate  funding  of  the 
insurance  program  during  the  period  the  rates  will  be  in  effect. 

Old  Fund  --  The  liability  and  payment  of  workers'  compensa- 
tion claims  for  incidents  occurring  before  July  1,  1990,  are 
reported  in  the  Old  Fund.   There  is  no  premium  income;  how- 
ever, funding  for  claims  payments  is  provided  by  a  .28  percent 
payroll  tax  on  all  Montana  employers.   Effective  July  1,  1993, 
the  Montana  legislature  increased  the  Old  Fund  liability  tax  on 
employers  payroll  to  .5  percent  and  a  .2  percent  tax  was  added 
on  employees.   A  .1  percent  tax  on  self-employed  persons  was 
added  for  tax  years  beginning  after  December  31,  1992.   Payroll 
tax  bonds  in  the  amount  of  $142,095,000  were  issued  by  the 
Board  of  Investments  on  July  15,  1991,  to  provide  the  necessary 
operating  cash  to  pay  the  liabilities  of  pre- July  1,  1990, 
accidents  (see  note  5).   This  source  of  funding  was  exhausted  in 
February  1993.   The  Old  Fund  liability  tax  will  provide  funding 
for  bond  payments.   An  actuarial  study  prepared  for  the  Old 
Fund  as  of  June  30,  1993,  was  used  to  estimate  liabilities  and  the 
ultimate  cost  of  settling  claims  that  have  been  reported  but  not 
settled  and  claims  that  have  been  incurred  but  not  reported.   At 
June  30,  1993,  $365,249,186  of  unpaid  claims  and  claim  adjust- 
ment expenses  are  presented  at  face  value.   During  fiscal  year 
1992-93  the  New  Fund  loaned  the  Old  Fund  $13,000,000  to 
provide  needed  cash.  Total  Old  Fund  deficit  is  $497,436,000. 
This  fund  does  not  discount  estimated  claims  liability. 

Risk  Management  Contingency  —  A  class  action  suit  was  filed 
before  the  Workers'  Compensation  Court  in  Murer,  et  al.  v. 
Montana  State  Compensation  Mutual  Insurance  Fund,  et  al. 
which  attempts  to  have  the  Court  rule  that  a  freeze  on  workers' 
compensation  benefits  in  place  in  fiscal  years  1988  through  1991 
should  no  longer  apply  once  the  date  of  the  freeze  expired.  The 
state  fund's  position  is  that  the  law  in  existence  at  the  time  of 
the  injury  applies  for  the  life  of  the  claim.   The  case  was 
rejected  by  the  Workers'  Compensation  Court  as  a  class  action. 
The  decision  has  been  appealed  to  the  Montana  Supreme  Court. 
It  is  reasonably  possible  the  state  fund  will  incur  an  unfavorable 
outcome  in  this  matter.  The  amount  of  loss  at  this  time  is 
estimated  to  be  approximately  $1 1,000,000.   Only  a  portion  of 
this  amount  impacts  the  New  Fund. 

Risk  management  trend  information  for  the  New  Fund  is  pre- 
sented in  the  state's  June  30,  1993  Comprehensive  Annual 
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Financial  Report  (CAFR).   The  information  illustrates  how  the 
earned  revenues  of  the  New  Fund  and  its  investment  income 
compare  to  related  costs  of  loss  and  other  expenses  for  fiscal 
years  1991  through  1993.   In  addition,  cumulative  amounts 
related  to  estimated  and  actual  paid  claims  are  presented.  The 
information  allows  for  comparison  of  actual  and  estimated  claims 
and  is  a  basis  for  developing  revenue  and  claims  information. 


Also,  included  in  the  CAFR  is  information  showing  the  changes 
in  the  claims  liabilities  for  the  past  two  fiscal  years  for  both  the 
Old  and  New  Funds. 


Payroll  Tax  Bonds 
(Workers'  Compensa- 
tion Program)/Notes 
Payable 


The  Board  of  Investments  of  the  state  of  Montana  issued 
$142,095,000  of  bonds  in  July  1991  for  the  purpose  of  funding 
the  state's  liability  and  costs  in  administering  and  paying  claims 
for  injuries  resulting  from  accidents,  prior  to  July  1,  1990,  that 
are  subject  to  the  Montana  Workers'  Compensation  Act  and  the 
Occupational  Disease  Act  of  Montana.   The  bonds  bear  interest 
at  rates  from  4.9  to  6.875  percent,  and  are  limited  obligations  of 
the  state  of  Montana  payable  solely  from  and  secured  by  certain 
Old  Fund  liability  tax  revenues  collected  by  the  Department  of 
Revenue  of  the  state  of  Montana.   Amounts  of  bond  debt  out- 
standing at  June  30,  1993  are  shown  below  (in  thousands). 


Bonds 
Outstanding 
June  30.  1993 

$138,305 


Discount 
$1,929 


Net 
Bond  Debt 
June  30,1993 
$136,376 


Debt  service  requirements  for  principal  and  interest  are  as 
follows  (in  thousands): 
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Fiscal 
Year 
1993-94 
1994-95 
1995-96 
1996-97 
1997-98 
1998-99+ 
Totals 


Debt 

Service 

Payments 

$  11,319 

11,318 

11,321 

11,318 

11,318 

249,040 

$305,634 


At  June  30,  1993,  the  Old  Fund  owed  the  New  Fund  $13,000,000 
in  notes  payable. 


6. 


Administrative  Cost 
Allocation 


Section  39-71-2352,  MCA,  requires  the  state  fund  to  separately 
determine  and  account  for  administrative  expenses  and  benefit 
payments  for  claims  for  injuries  resulting  from  accidents  occur- 
ring before  July  1,  1990  (Old  Fund)  from  those  occurring  on  or 
after  July  1,  1990  (New  Fund).   The  law  also  limits  annual 
administrative  costs  of  claims  associated  with  the  Old  Fund  to 
$3  million.   In  fiscal  year  1992-93,  the  state  fund  allocated 
$2.3  million  in  administration  costs  to  the  Old  Fund. 


7. 


Transfers 


Transfers  of  $18,274,000  to  the  Old  Fund  in  fiscal  year  1992-93 
include  payroll  tax  moneys  from  the  Special  Revenue  Fund  pay- 
roll tax  entity  and  investment  earnings.   The  payroll  tax  revenue 
is  recorded  by  the  Department  of  Revenue  in  the  Special  Reve- 
nue Fund  as  required  by  state  law. 


Compensated  Absences 


Employees  at  the  state  fund  accumulate  both  annual  and  sick 
leave.  The  state  fund  pays  employees  for  100  percent  of  unused 
annual  leave  and  25  percent  of  unused  sick  leave  upon  termina- 
tion. The  fund  pays  100  percent  of  unused  compensatory  leave 
credits  upon  termination  to  nonexempt  employees.   The  state 
fund  absorbs  expenditures  for  termination  pay  in  its  annual 
operational  costs.   At  June  30,  1993,  the  state  fund  had  a  leave 
liability  of  $480,028. 
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Pension  Plan  The  state  fund  and  its  employees  contribute  to  the  Public 

Employees  Retirement  System  (PERS),  a  cost  sharing,  multiple 
employer,  defined  benefit  pension  plan.   Established  in  1945  and 
governed  by  Title  19,  chapter  3,  MCA,  PERS  participants  are 
eligible  to  retire  at  age  60  with  at  least  five  years  of  service,  at 
age  65  regardless  of  length  of  service  or  at  30  years  of  service 
regardless  of  age.   A  reduced  retirement  benefit  may  be  taken 
with  25  years  of  service  or  at  age  50  with  a  minimum  of  five 
years  of  service.   Monthly  retirement  benefits  are  calculated  by 
taking  1/56  times  the  years  of  service  times  the  final  average 
salary.   Vesting  occurs  once  membership  service  totals  5  years. 
State  fund  and  its  employees  each  were  required  to  contribute 
6.55  percent  of  annual  compensation  in  fiscal  year  1992-93. 

As  of  June  30,  1993,  there  were  221.5  state  fund  full-time 
equivalents  (FTE)  covered  by  PERS.  State  fund  covered  payroll 
was  $4,829,865  and  PERS  contributions  were  $311,990  in  fiscal 
year  1992-93. 

Actuarial  valuations  are  performed  at  PERS  every  two  years. 
The  latest  valuation  was  performed  as  of  July  1,  1992.   In  calcu- 
lating the  pension  benefit  obligation,  the  actuary  assumed  a 
return  on  investments  of  8  percent,  salary  inflation  increases  of 
6.5  percent  and  no  change  in  post  retirement  benefits. 

The  "pension  benefit  obligation"  is  a  standardized  disclosure 
measure  of  the  present  value  of  pension  benefits,  adjusted  for 
the  effects  of  projected  salary  increases  and  step-rate  benefits, 
estimated  to  be  payable  in  the  future  as  a  result  of  employee 
service  to  date.   The  measure,  which  is  the  actuarial  present 
value  of  credited  projected  benefits,  is  intended  to  help  users 
assess  the  system's  funding  status  on  a  going-concern  basis, 
assess  progress  made  in  accumulating  sufficient  assets  to  pay 
benefits  when  due  and  make  comparisons  among  employers. 
The  state  fund  is  unable  to  determine  the  actuarial  present  value 
of  credited  projected  benefits  and  net  assets  available  for 
benefits  since  the  information  is  available  only  on  a  total  state 
basis,  not  agency  basis. 
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The  pension  benefit  obligation  at  June  30,  1993,  for  PERS  as  a 
whole  was  $1,405,884,000.   The  system's  net  assets  available  for 
benefits  at  cost  on  June  30,  1993,  were  $1,107,749,000  leaving  an 
overall  unfunded  pension  benefit  obligation  of  $298,135,000. 
The  state  fund's  1993  contribution  represented  approximately 
.8  percent  of  total  June  30,  1993  contributions  required  of  all 
participating  entities.   The  state  fund  is  not  responsible  for  any 
state  system  unfunded  liability. 

Ten-year  historical  trend  information  showing  the  PERS  pro- 
gress in  accumulating  sufficient  assets  to  pay  benefits  when  due 
is  presented  in  the  system's  June  30,  1993,  annual  financial 
report. 


10.        Building 


The  1981  Legislature  appropriated  funds  for  the  construction  of 
a  Workers'  Compensation  building.  State  fund  expenses  annual 
payments  on  the  building  in  its  operating  budget.   As  of  July  1, 
1990,  the  state  fund  transferred  the  value  of  the  building  from 
its  records  to  the  Department  of  Administration,  which  owns 
most  other  state  buildings  and  charges  agencies  rent  for  their 
use.   Under  the  agreement,  the  state  fund  will  pay  all  costs 
associated  with  the  building,  including  utilities,  debt  service, 
janitorial  services,  and  maintenance  in  lieu  of  paying  rent. 


11.       Subsequent  Events 


On  October  27,  1993,  the  Board  of  Investments  issued 
$32,500,000  in  Variable  Rate  Payroll  Tax  Bonds  (Workers'  Com- 
pensation Program  Series  1993)  to  pay  the  costs  associated  with 
claims  incurred  on  or  before  June  30,  1990.  The  Series  1993 
Bonds  are  limited  obligations  of  the  state  of  Montana,  payable 
solely  from  and  secured  by  certain  payroll  tax  revenues 
described  in  note  12. 


12.        Old  Fund  Financing 


Under  section  39-71-2354,  MCA,  the  Old  Fund  receives  revenue 
from  the  payroll  tax  to  pay  the  costs  associated  with  claims 
incurred  on  or  before  June  30,  1990.  The  Board  of  Investments 
sold  bonds  secured  by  Old  Fund  liability  tax  revenue  as 
described  in  note  5.  The  bond  proceeds  and  the  payroll  tax 
revenue  in  excess  of  the  amount  required  to  secure  the  bonds 
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were  insufficient  to  meet  costs  associated  with  Old  Fund  claims. 
Section  39-71-2355,  MCA,  restricts  the  amount  of  bonds  or  New 
Fund  loans  that  may  be  provided  to  the  Old  Fund.   Under  this 
law,  the  Board  of  Investments  may  not  give  the  state  fund  loan 
proceeds  or  issue  bonds  unless  the  aggregate  amount  of  out- 
standing and  proposed  loans  and  bonds  can  be  serviced  with  no 
more  than  90  percent  of  the  amount  of  Old  Fund  liability  tax 
revenue  per  39-71-2503,  MCA,  that  the  Department  of  Revenue 
estimates  will  be  raised  during  the  remainder  of  the  then  current 
fiscal  year  and  during  each  succeeding  fiscal  year  until  the  end 
of  the  fiscal  year  in  which  the  last  then  outstanding  or  proposed 
loan  or  bond  will  be  repaid  or  retired.   As  stated  in  note  11,  the 
Board  of  Investments  has  issued  additional  bonds  secured  by  Old 
Fund  liability  tax  revenues  authorized  by  the  1993  Legislature. 
Effective  July  1,  1993,  the  legislature  increased  the  Old  Fund 
liability  tax  on  employers  from  .28  percent  to  .5  percent  of 
payroll,  and  has  imposed  a  .2  percent  tax  on  employees  and,  for 
tax  years  after  December  31,  1992,  a  .1  percent  net  income  tax 
on  self-employed  persons,  to  cover  the  Old  Fund  liability  and 
debt  service  payments. 
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Mr.  Scott  A.  Seacat 
Legislative  Auditor 
State  Capitol  Building 
Helena,  MT  59620 

Dear  Mr.  Seacat: 


Enclosed  is  our  response  to  the  recommendations  in  your  audit  of  the  State  Compensation 
Insurance  Fund.  We  appreciate  the  thoroughness  of  the  report  and  the  recommendations  made 
by  your  staff.  We  are  in  agreement  with  you  that  these  will  improve  the  management  and 
internal  accounting  of  the  State  Fund. 

Thank  you! 

Sincerely, 


Carl  W.  Swanson 
President 

cc:        Rick  Hill,  Chairman  of  the  Board 


Underwriting  444-6440 
Administration  &  Finance  444-6490 
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Claims  444-6500  Legal  444-6480 

Executive  444-6518 


Medical  Payments  444-6460 
Policy  Services  444-6440 


STATE  COMPENSATION  INSURANCE  FUND 
Response  to  Legislative  Audit  Recommendations 


Recommendation  #1 

We  recommend  the  State  fund  establish  procedures  to  ensure  supervisors  perform  regular  reviews 
of  work  performed  by  claims  personnel. 

Agency  Response 

Agree. 

Managers  and  Supervisors  must  review  a  representative  sampling  of  work  performed  by  their 
employees.  For  claims  examiners,  as  a  minimum,  at  least  five  files  per  month  will  be  reviewed. 
Supervisory  diary  review  of  serious/high  potential  cases  will  be  maintained  on  a  regular  basis. 
Review  procedures  will  provide  for  appropriate  guidance/direction  regarding  case  management 
issues  or  on  procedures.  Supervision  will  report  to  their  respective  supervisor  on  the  review 
results  each  month.  The  Claims  Managers  will  review  a  representative  sampling  of  the 
supervisory  files  reviewed  each  month,  documenting  their  findings  and  the  guidance/direction 
being  provided  to  their  supervisors.  These  results  will  be  communicated  to  the  Benefits  Vice 
President  monthly. 

The  above  procedure  will  be  implemented  by  June,  1994,  in  connection  with  the  claim/benefit 
re-organization  currently  being  developed. 

Recommendation  #2 

We  recommend  the  state  fund  implement  procedures  to  ensure: 

A.  Benefits  department  personnel  establish  case  reserves  in  a  timely  manner  after  receipt  of 
a  claim,  and 

B.  Supervisors  review  and  approve  case  reserves  and  changes  to  reserves  in  accordance  with 
state  fund  policy. 

Agency  Response 

Agree. 

With  the  planned  organizational/staffing  changes,  the  needed  supervisory  review  of  work  and 
evaluation  of  performance  in  accordance  with  policy,  will  be  accomplished.  The  negative  case 
reserve  procedure  is  being  evaluated  by  current  State  Fund  management.  The  recommendation 
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to  establish  reserve  adjustments  to  ensure  negative  case  reserves  do  not  occur  is  sound  and 
practiced  by  many  other  insurance  carriers.  We  expect  negative  reserves  will  be  eliminated  in 
the  future. 

Management  will  review  the  five-day  policy  as  compared  to  industry  practice  and  ensure  a 
realistic  goal  addressing  length  of  time  for  setting  reserves  is  State  Fund  policy.  Procedures  to 
document  supervisory  approval  of  reserve  increases  above  individual  authorized  levels  have  been 
in  place  and  appear  on  either  the  Reserve  Work  Sheet,  Claim  Work  Sheet  or  on  the  PC  Claim  - 
Notes  screen.  Procedures  have  already  been  implemented  to  address  consistency  in  supervisory 
approval  documentation. 

Implementation  by  June,  1994. 

Recommendation  #3 

We  recommend  the  state  fund: 

A.  Provide  updated  written  policies  and  procedures  to  all  claims  personnel. 

B.  Develop  and  implement  written  policies  and  procedures  for  claims  personnel  to  refer 
preventable  injuries  to  Loss  Prevention  Unit. 

C.  Provide  documented  performance  evaluations  to  all  claims  personnel  in  accordance  with 
state  regulations. 

Agency  Response 

Agree. 

The  Claims  Manual  will  be  updated  to  reflect  current  written  policy  and  procedures  by  May, 
1994. 

A  Claim  Report  Alert  (CRA)  will  be  implemented  in  March,  1994.  This  CRA  will  provide 
communications  to  our  Loss  Control  Unit,  as  well  as  others,  such  as  Policyholders  Services,  as 
appropriate. 

Performance  evaluations  of  all  claim  personnel  will  be  implemented  by  June,  1994. 

Recommendation  #4 

We  recommend  the  state  fund  record  adjustments  to  the  estimated  claims  liability  on  the 
accounting  records  by  fiscal  year-end  to  ensure  compliance  with  state  law. 

Agency  Response 

Agree. 
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This  is  currently  being  pursued  with  our  outside  actuary.  In  order  to  better  manage  the  State 
Fund,  management  believes  we  need  to  develop  estimated  claims  liabilities  on  a  regular  basis 
throughout  the  year  and  accomplishing  this  will  more  than  address  the  above  recommendation. 

Implementation  by  May,  1994. 

Recommendation  #5 

Agree. 

We  recommend  the  state  fund  work  with  the  Department  of  Administration  to  determine  an 
appropriate  method  to  allocate  depreciation  expense  in  the  Old  Fund  in  accordance  with  state  law. 

Agency  Response 

The  State  Fund  has  been  in  contact  with  the  Department  of  Administration  and  the  Legislative 
Auditors  Office  in  determining  an  appropriate  accounting  method  to  allocate  expenses  to  the  Old 
Fund,  up  to  the  specified  limit,  as  required  by  statute.  At  this  time,  an  appropriate  method  has 
not  been  determined,  but  the  State  Fund  is  continuing  to  work  with  the  Department  of 
Administration  and  the  Legislative  Auditors  Office  to  develop  the  proper  accounting. 

Expected  implementation  FY94. 
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MARC  RACICOT.  GOVERNOR 


P.O.BOX  8011 


STATC  OF  MONTANA 


(406)  444-6530 
FAX  (406)  444-4140 
TDD  (406)  444-5549 


HELENA.  MONTANA   59604-8011 


TO: 


FROM: 


Lorry  Parriman 

Audit  Manager,  Office  of  the  Legislative  Auditor 

Chuck  Hunter 

Administrator,  Employment  Relations  Division 


DATE:      January  13,  1994 

SUBJECT:   Legislative  Audit  Recommendation  #6 

Audit  Recommendation;   We  recommend  the  Department  of  Labor  and 
Industry  provide  the  state  fund  with  accurate  hospital  rates  in  a 
timely  manner  to  allow  the  state  fund  to  pay  medical  claims 
correctly. 

Department  Response;   We  concur  with  the  audit  recommendation. 

The  Department  of  Labor  and  Industry  has  always  endeavored  to 
provide  timely  and  accurate  notification  of  hospital  rates  to  the 
State  Fund  and  other  insurers  in  the  state.   The  incident 
mentioned  in  the  audit  findings  was  a  one  time  occurrence  that 
resulted  from  an  oversight.   Personnel  in  the  Medical  Regulations 
Unit  thought  that  the  notice  had  been  sent  and  only  upon  mailing 
later  notices  were  made  aware  of  the  fact  that  the  original 
notice  had  not  been  sent. 

New  procedures  have  been  put  in  place  to  insure  that  timely 
notification  is  provided  in  the  future.   These  procedures 
include: 

1 .  logging  the  date  that  rate  change  reports  are 
received  from  hospitals,  and  the  date  discount 
factor  notices  are  mailed  to  insurers; 

2.  requiring  unit  personnel  to  complete  rate 
calculations  and  mailing  of  notices  to  insurers 
within  30  days  from  the  date  of  receipt  of  the 
rate  change  report  from  the  hospital;  and 

3 .  periodically  stressing  the  importance  of  timely 
notification  to  Medical  Regulation  Unit  personnel. 
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